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Documenting the Limited Liability Company
Jon M. Garon*
This article is part of a series of book excerpts from The
Entrepreneur’s Intellectual Property & Business Handbook, which
provides the business, strategy, and legal reference guide for start-ups
and small businesses.
For most small businesses, the LLC provides the best choice in terms
of limiting liability, providing partnership-like tax benefits, and allowing
for management provisions that are narrowly tailored to the objectives
of the participants.
Subchapter S corporations have the same potential tax structure as
the LLC and allow for the shareholders to also be managers, but the
corporate laws in most states have many provisions and requirements
that business owners find difficult to follow or that are contrary to the
goals of their business. Because corporate laws have changed very slowly
over time, they are not as relevant or flexible as the LLC alternative.
Each state has its own laws governing LLCs, and different states
have different requirements regarding the minimum number of
members, the types of businesses which cannot use the LLC form,
public notice for formation, and other details. Because the sale of LLC
interests is a form of securities sales, it will be important to consult an
attorney during the business formation. Despite the variations among
the states, this chapter provides a common roadmap for starting the new
business venture.
A.

Articles of Organization.

The Articles of Organization for an LLC provide very little
information for the state or the parties. This simple form is free to
download from a website at the Secretary of State’s office. The Articles
of Organization is a simple document, often one page in length, designed
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to name the company and identify the agent for service of process within
the state.
For example, the California LLC Articles of Organization form
contains the following questions:
•

the name of the limited liability company,

•

the address of the company or its registered agent,

•

the date of scheduled dissolution if it is anything less than
perpetual,

•

an election regarding the management by members or by
managers,

•

the names of the initial members or managers, and

•

a place to attach additional pages.

These provisions, along with the signature of the registered agent
and the filing fee, are all that are necessary to form an LLC. Like
corporate filings, the name of the LLC cannot be confusing with any
existing business within the state, and it cannot be misleading. Different
states regulate the use of specific words in names. For example, it is
common that the word “bank” cannot be used unless the entity has met
state banking requirements.
The filing of the Articles of Organization and the payment of the
state filing fees are sufficient to begin the operation of the LLC. In most
states, if not all, a written Operating Agreement is not required.
Nonetheless, as is evident from the list of topics covered in the Articles
of Organization, all the critical rules regarding the operation of the
business are missing from the Articles of Organization. Unlike
corporations, there are very few legal rules governing the management
of the LLC in the absence of the Operating Agreement. As a result, the
Operating Agreement is an essential part of the enterprise’s plan and
should be fully completed prior to the filing of the Articles of
Organization.
The choice to attach the Operating Agreement to the Articles of
Organization has the effect of publishing the document as a public
record, which may be available online for anyone to access. While this is
often not a problem, for many business owners, privacy considerations
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may dictate avoiding publication. The benefit of publication is that any
future purchaser of LLC interests is aware of the Operating Agreement
and cannot claim ignorance because it is a publicly available agreement.
B.

The Operating Agreement.

1.

The Role of the Operating Agreement.

The Operating Agreement serves as the equivalent of an LLC’s
bylaws, providing the rules for all ownership transfer, voting rights,
business activities, management structure, management authority, and
any other questions important to the success of the business.
In the absence of an Operating Agreement, state law provides the
rules under which the business is conducted. Because LLCs are a much
more recent legal development than corporations, there are far greater
variations in the laws from state to state and many fewer legal cases
explaining these laws. The effect is to make any disputes that arise under
LLCs much harder to solve than corporation disputes—but only if there
is no Operating Agreement to provide governing rules.
In contrast, a well-drafted Operating Agreement provides the
answers to the situations which arise within the LLC, greatly reducing
the potential for confusion and dispute to arise as well as discouraging
lawsuits among LLC members. This requires that the LLC include
provisions regarding personnel, financial, and operational aspects of the
enterprise.
Because the laws vary greatly from state to state, and because there
is no single right way to draft an LLC, this chapter will describe the key
provisions and decisions the entrepreneur must make regarding the
Operating Agreement. Printers, websites, and software companies often
sell “standardized” Operating Agreements, but like state default laws,
these documents should be avoided because they are unlikely to address
the situations to be faced by the start-up company. Proper legal advice
is essential to maximize opportunity for business success.

2.

Member and Manager Authority.

As an introductory explanation, members are the owners of the LLC,
while managers have the right, power, and duty to conduct the business
of the LLC. “Ownership” in this case means that the member has both
an equity interest in the LLC and the authority to vote on limited aspects
of the LLC. In the typical LLC, managers are also members, having both
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the ownership interest and the business authority. However, members
can employ managers who have no ownership interests.
The managers work together as the officers and directors of the
LLC, depending on the LLC provisions. In the start-up business, the
entrepreneur may be the only manager, or there may be more than one
manager. In companies based on inventors, the inventor, key investor,
and chief business executive may serve as the managers together.
One of the primary benefits of the Operating Agreement is the
ability to draft the management clauses to give different managers
different powers. In the case of an inventor-based company, for
example, the LLC could provide that the inventor is a manager with
primary responsibility for product research and development, while the
business executive is the manager with primary responsibility for all
marketing and financial decisions. The key investor under this
hypothetical is a manager but has no duties. The voting rights of the
managers could be distributed at 35% to the inventor, 35% to the
business executive, and 30% to the investor—meaning that so long as
the inventor and business executive are in agreement, the investor would
not affect decisions, but if they disagreed, the investor had the voting
power to break a tie. Such a model can be used to overcome many
business roadblocks and is much more easily achieved using the
Operating Agreement of the LLC. Corporate law is not as flexible. In
the LLC, the parties may vary the ownership rights and voting rights as
needed to meet the expectations of the parties.
The LLC can also specify the extent to which managers can act with
individual authority as officers and the extent to which they must act as
a group with formal meetings. The need to formalize the operation will
be a function of the size of the management team and the degree to
which there is disagreement and poor communication among the group.
In a manager-run LLC, members generally vote on only a few key
decisions. They can vote to dissolve the LLC, replace the managers if the
managers have resigned, amend the Operating Agreement, raise
additional capital investments, and admit additional members. Most or
all of the operational decisions are left to the managers.
For smaller companies, the managers can be eliminated entirely, and
the members can serve as member-managers. Over time, however,
ownership is often transferred. Original owners die so that ownership
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interests transfer by will, managers retire, and a variety of other life-cycle
changes occur. As a result, it may be preferable to plan ahead with
separate provisions in the LLC for members and managers, even if
initially there are no members who are not also managers.
Setting up the decision-making authority of the managers and
members is the most crucial aspect of the LLC. This is where the primary
disputes are likely to develop, and because of the limits placed on the
members, these provisions are most important to the non-manager
members.

3.

Membership Authority to Elect and Remove
Managers.

Another important provision related to authority flows from the
ability of the members to remove the managers of the LLC. Ultimately
the members, as owners of the company, have the legal right to remove
the managers. The LLC will provide rules for exercising this power.
Members generally vote based on their membership interests rather than
the number of members. This voting is the same as the corporation
model of “one share, one vote,” designed to protect the ownership
interests tied directly to the proportionality of ownership. But unlike
subchapter S corporations, the LLC can have different classes of voting
units, so the one unit, one vote approach can be adjusted as needed by
the parties.
Membership power to elect and remove managers can vary
depending on the need for independent managers or membership
control. At one extreme, a simple majority vote of the membership
interests, excluding the manager’s interests, may remove managers
without cause. Such a provision would provide strong membership
oversight of the managers. More commonly, however, managers draft
the LLC to severely limit the members’ ability to remove managers. In
these Operating Agreements, the members may be required to prove
that the managers acted improperly.
Alternatively, the Operating Agreement may require that a high
percentage of the members vote in favor of removal. To avoid the
tremendous difficulties of establishing appropriate standards and
methods of determining when a manager has acted improperly, the
super-majority voting provision, which requires a high percentage of
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membership voting interests to remove the managers, may be more
practical.
State law will generally provide the ultimate limit on managers.
Regardless of the LLC provisions, a manager who has breached the duty
of loyalty to the company by stealing from the company or committing
fraud can be terminated by the membership for cause. Theft and fraud
are extreme examples of impropriety, however, so the LLC should
always provide the members with some ability to remove managers when
the conduct can be proven to be improper.

4.

Variations on Ownership and Authority.

The flexibility provided by the LLC allows the participants to tailor
the LLC to the needs of the participants. One common concern for the
start-up business is that the entrepreneur may not have the ability to run
or grow the business. The entrepreneur, in contrast, is fearful that
venture capitalists or investors will want to use their ownership interests
to wrest decision-making from the original team.
The LLC can be drafted to address this tension. One potential
solution is to provide certain categories of decisions to remain solely
within the authority of the entrepreneur-managers, while other
decisions, such as those on financial issues or marketing, are expanded
to include the investor-managers.
Another potential solution is to base the decision-making authority
on the financial success or failure of the enterprise. If the value of the
investor’s ownership drops to a certain level or drops a certain
percentage from year to year, then the investors are provided additional
voting rights. Under a variation of this approach, the investors might
receive their full manager voting rights only after a certain amount of
time has elapsed. Combinations of these approaches allow flexibility and
creativity in addressing the interests and concerns of the participants.
In addition to provisions allocating decision-making authority, it is
important to include provisions that allow for mechanisms to approve
transactions between the LLC and its members or managers. These
transactions must be carefully assessed and approved to avoid selfdealing and arrangements that disadvantage members, but they must be
available to the LLC because often the only business opportunities
available to a start-up enterprise are from those who have a stake in its

10. Documenting the Limited Liability Company

7

success. Often, the Operating Agreement will provide for creation of a
special committee of people with no financial stake in the transaction
who can serve to review all the information and make a recommendation
to accept or reject the transaction.

5.

Allocation of Profits and Losses.

The next most important aspect of the LLC’s Operating Agreement
is its ability to determine how profits and losses are distributed. In some
cases, every member is treated precisely the same, while in other
situations, the manager-members will receive profit distributions only
after the non-manager-members have recouped their investments or
achieved some other measure of financial reward.
The LLC excels in its ability to distribute profits in a variety of ways,
allowing investors who are taking financial risk to receive profit
distributions with priority over those members who received ownership
in exchange for intellectual property assets, or who are also receiving
salary payments. This is a common practice in many start-up companies,
providing an incentive to the investor for assuming the financial risk and
the lack of liquidity.
The drafting of these distribution and capital account provisions are
quite complex. The goal is to reflect the agreement among the parties
regarding the allocation of both profits and losses. To avoid unintended
tax consequences, the Operating Agreement provisions must be drafted
by an experienced tax attorney, particularly since the tax provisions
change quite frequently. Despite the complexity of the drafting, investors
are quite attracted by this incentive. Such provisions may make the
difference between funding and failure.

6.

Annual Reporting Requirements and Annual
Membership Meetings.

The Operating Agreement will specify the extent to which the LLC
must provide an annual written report to the members, whether such a
report will be audited, and the nature of the financial reporting. At a
minimum, enough information must be provided to allow the members
to complete their personal tax forms. Other financial reporting will
generally focus more on balance sheets and income statement
information. For example:
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The Manager shall furnish the Members with a balance sheet and
an income statement prepared by the Manager as soon as is
reasonably practicable after the end of each fiscal year of the
Company. The financial statements of the Company need not be
audited by independent public accountants; provided, if audited
financial statements are so obtained, the Company will forward
a copy of such financial statements to each Member.
One of the less attractive aspects of corporations is the common
state law requirement of an annual corporate meeting of the
shareholders. Given how little the shareholders have to vote on, the
expense and distraction of these meetings usually outweighs the benefits
of the gathering. Oftentimes, small businesses fail to meet this
obligation, putting their business activities at risk of legal attack. In LLCs,
members do not automatically get a right to an annual meeting, so the
Operating Agreement can specify whether or not such events will take
place. For example, rather than having an annual meeting automatically,
the Operating Agreement could specify that an annual meeting would be
called only if some percentage (e.g., 25%) of the members request such a
meeting in writing within 90 days of the scheduled date of the meeting.
Since the Operating Agreement should already provide for special
meetings called by the managers or by a percentage of the members,
creating an optional annual meeting should cause few problems.

7.

Ownership Transferability.

Like closely held corporations, there are stringent restrictions on the
transferability of LLC membership interests, and these restrictions must
be incorporated into the language of the LLC. Most of these restrictions
are required by state and federal securities laws. The LLC could be in
trouble if a member sold her membership interest to someone who was
not qualified to enter into the transaction, or if the information provided
during the transaction was insufficient. The business itself could be
jeopardized by such a sale, so the Operating Agreement will prohibit that
transfer and give the LLC authority to ignore the attempted transfer. For
example, most Operating Agreements will include the following
language as a legend on the first page of the agreement or as a provision
within the agreement, to protect the business from improper transfers:
NO UNITS REPRESENTED BY THIS AGREEMENT
HAVE BEEN REGISTERED UNDER THE SECURITIES

10. Documenting the Limited Liability Company

9

ACT OF 1933, AS AMENDED (THE “1933 ACT”), OR
QUALIFIED UNDER ANY STATE SECURITIES LAW, IN
RELIANCE UPON EXEMPTIONS FOR SALES NOT
INVOLVING ANY PUBLIC OFFERING AND UPON THE
REPRESENTATION THAT SUCH UNITS WILL NOT BE
TRANSFERRED UNLESS AN OPINION OF COUNSEL
OR OTHER EVIDENCE SATISFACTORY TO THE
MANAGER IS SUPPLIED TO THE EFFECT THAT
REGISTRATION IS NOT REQUIRED.
Other ownership transfer restrictions focus on the LLC’s interest in
having a cohesive group of members. The members are typically a small
group that have come together to finance the LLC. There may be
reasons to include or exclude potential investors, and the Operating
Agreement can use appropriate criteria to assure that the members are
beneficial to the LLC because of their creditworthiness, business
experience, or other directly relevant criteria.
The ownership restrictions may also provide an initial period in
which the purchaser cannot voluntarily offer the membership interest
for sale. This creates an unambiguous limitation on the membership of
the LLC. This restriction may not be appropriate for entities seeking
quick public offerings, but it may be useful for the business with longterm, family-owned enterprise goals.
Finally, managers are commonly assigned the final authority to
approve the transfer of membership interests. Since the managers have
control of the members’ right to transfer ownership, managers could use
this power to interfere with member supervision of management. As a
result, a conflict of interest exists. This power must be expressly stated
in the Operating Agreement so that the members waive any potential
conflict of interest. The managers’ authority regarding transfers may be
a key aspect of protecting the entrepreneur from losing control of the
business. As long as investors are made aware of the limitation in
advance, the provision should be enforceable when utilized in good faith
and for the benefit of the business.

***
Sidebar—Ownership of the exclusive interests.
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One potential concern regarding the structure of the LLC for the
inventor-entrepreneur is the ownership of the intellectual property
interest assigned to the LLC. Refusing to transfer the intellectual property
ownership is often fatal to the business formation, but inventors are
concerned that if the company fails, the ownership of the patents or
copyrights will be effectively tied up indefinitely.
Some forms of protection are available through the LLC. One
possible approach is to provide that upon dissolution of the LLC, the
intellectual property transferred to the LLC by the inventor must be
distributed back to the inventor as part of the LLC liquidation. A second
approach could provide that the LLC receives an exclusive license to
utilize the intellectual property until such time as certain thresholds are
met—thresholds based on the passage of time, payments to the
inventor, sales by the LLC, funding for the LLC or whatever seems
appropriate to the transaction. The LLC and license agreement obligate
the inventor to convert the license into a sale at the time the threshold is
met. This provides more protection to the investor and avoids possible
complications that might arise in a bankruptcy. However, this option also
weakens the LLC’s ownership of the invention so that investments and
bank financing might be harder to obtain.
Closely related to the question of ownership is the question of
control. Perhaps the most deep-seated fear of inventors is that the
invention is going to be secretly purchased for the purpose of keeping it
off the market. For example, the Electric Vehicle Company of the late
19th century acquired the Selden gasoline vehicle patent in an attempt to
thwart the electric car’s competitors.1
Nonetheless, inventors want assurances and contractual guarantees
that their inventions will not languish and will not be shelved. For
reasonable inventors, provisions that create meaningful reversion rights
or other safeguards should be sufficient. If these are insufficient to satisfy

1
See John Rae, The Electric Vehicle Company: A Monopoly that Missed, STANFORD,
http://web.stanford.edu/dept/SUL/library/extra4/sloan/EVonline/rae.htm (last
visited July 12, 2018). Associate MIT professor John Rae has published an interesting
history on this era in monopolization efforts in the early automotive industry.
Similarly, an apocryphal story suggests that the first seat belt patents were purchased
by Detroit automakers to keep them off the market. Instead, the first seat belts were
patented in 1907, so the lapse of 49 years cannot be explained by efforts to
warehouse the lap belt patent. In 1956, Ford finally offered the first U.S. seat belt,
beginning the modern move towards passenger safety. The lack of safety features
lasted decades after the lapse of the patent.

10. Documenting the Limited Liability Company

11

the inventor, most investors and business executives will simply stay
away.

***
8.

Registration of Member Securities if the Company
Goes Public.

For entities formed with a plan to eventually be made available
through public offerings, there is sometimes reluctance to use the LLC
because the business will need to become a corporation at some point
to allow for a public offering. A simple provision in the LLC will protect
this interest and assure members that their ownership interests will
transfer into registrable shares of stock at the time of the public offering.
Here is an example of appropriate language:
Registration. If at any time the Company or its successor
corporation shall of its own volition register any securities on
Form S-1 or Form S-18 under the Securities Act, the Company
will give at least sixty (60) day’s prior written notice of the
registration to the Members and provide an exchange rate for
the Member Owner Interest into the securities to be registered.
Upon request of any Member or Members, the securities of such
Member or Members shall be included in the registration, at the
cost and expense of the Company; provided, however, that the
Company’s underwriters do not object to the inclusion of those
securities in the registration statement. The Company agrees to
use its best efforts, at its expense, to register or qualify the
securities covered by the registration statement under other
securities or blue sky laws of such jurisdiction as each holder
shall reasonably request. In connection with any registration
statement to be filed pursuant to this paragraph, the primary
responsibility for preparing and filing the registration statement
shall be that of the Company, but the Members and shareholders
whose shares are being registered shall furnish all information to
the Company, in writing, that it reasonably requests to assist in
the preparation of the registration statement.
This paragraph provides a basis for members to receive publicly
tradable stock once the IPO is successful. Even if the company is
unlikely to go public any time soon, it is prudent to put the language in
the agreement—just in case.
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Other Housekeeping
Provisions of the LLC.

and
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Non-Controversial

In addition to the more interesting aspects of the LLC, there are
many provisions that are necessary to operate the business that will
generally go unnoticed by anyone other than the entity’s accountant or
attorney.
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These provisions include the following:
•

Name of the LLC

•

Address and state of formation

•

Address of place of business

•

Authority to file additional forms with the state

•

Admission of initial Managers and Members

•

Purposes of the LLC (which often includes “to conduct any
lawful business” but it can be much narrower to control the
activities of the Managers)

•

Powers, duties, and limitations of Managers

•

Powers, duties, and limitations of Members

•

Capital contributions and advances

•

Right of Managers to also be Members

•

Allocation of profits and losses

•

Profit or financial distributions by the company

•

Withdrawal, removal, and addition of Managers

•

Transfers of interest and admission of Members

•

Power to amend the Operating Agreement

•

Fiscal year, insurance, books, and records

•

Indemnification of Managers

•

Dissolution and liquidation

•

Representations made by Members regarding their
investment

•

Spousal consent to the Operating Agreement (necessary to
restrict the spouse’s ownership interest and transfer
restrictions)

13
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•

Power of attorney for Managers (to act on behalf of
Members)

•

Acknowledgements by Members of securities laws
obligations
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While many of the LLC provisions are standardized, each has legal
and financial significance. An entrepreneur should never rely on a
“standardized” form to draft such a complex legal document, and an
investor should never sign such a document without careful scrutiny.
Unless the investor has participated in many such transactions, the
investor should consult with an attorney before signing such an
agreement.
The attorney should ensure that the investor understands the
implications of the agreement. This helps both the investor and
entrepreneur avoid future misunderstandings. Skipping this step can
create far more harm than good, and any problems identified by the
lawyer can be resolved far more easily before money has exchanged
hands and production has started than months into a complex
transaction.
Entrepreneurs and LLC managers should encourage their potential
members to seek legal advice. This creates a foundation of full disclosure
and trust, rather than speed and ignorance.
C.

Raising Investor Capital.

The sales of LLC membership interests are governed by state and
federal securities laws. These are strictly enforced regulations on how an
offer to sell the membership interest can be made, the information or
disclosures which must be provided to the potential investor, the
qualifications of those potential investors, and the high level of accuracy
required in the offer.
This section provides an introduction to this highly complex area of
law. No entrepreneur should ever offer to sell securities without carefully
discussing the transaction with an attorney and providing the necessary
documentation for the transaction. However, an understanding of the
nature of securities obligations and the strategies to minimize costs
associated with raising capital should inform the entrepreneur in how to
develop funding. With this information, the enterprise should be able to
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identify reasonable potential funding sources and eliminate those which
are too expensive to pursue.

1.

Compliance with Federal Securities Laws.

Regardless of the nature of the transaction, the offer to sell securities
is governed by federal law under the Securities Act of 1933, the Securities
and Exchange Act of 1934, and the laws of almost every state. Broadly
speaking, the federal government regulates the information provided to
prospective purchasers of the securities, while the states also have the
legal authority to approve or disapprove the value of the transaction.
Compliance with the federal laws can be quite expensive. The details
required for a full disclosure, sufficient to allow a company to sell stock
to the public, can easily exceed $1 million in legal and accounting fees.
The recurring costs for maintaining a company’s status of a public
company has been suggested to be in excess of $1.5 million.2 For
situations where the securities are being made available to a small
number of individuals, there are exemptions from the federal disclosure
laws that allow the company offering the securities to provide much less
disclosure or avoid any disclosure.
The exemptions reducing or waiving federal disclosure requirements
do not waive federal anti-fraud provisions. As a result, even if no
disclosure is required, the enterprise offering the securities must make
no false statement of material fact or omit any material facts that would
make the information disclosed inaccurate.
The company selling securities must be able to assure that it has
made no material misstatements in its offer. The only way to meet this
standard is to provide all information in writing. This protects the
entrepreneur because the written information can be checked for
accuracy and verified. It also helps avoid disputes which might arise if
the business is less than successful. The written offering document
contains the promises and expectations of the parties, so a disgruntled
investor cannot claim he received promises that were not in the offering
document—particularly if the offering document and the written

See PWC, Strategy&, Considering an IPO?: The Costs of Going and Being Public May
Surprise You 4 (2012), available at
https://www.strategyand.pwc.com/media/file/Strategyand_Considering-an-IPO.pdf.
2
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agreement state that no oral promises were made, and that the purchaser
will rely exclusively on the written materials provided.

2.

Insider and Intrastate Exemptions from Federal
Disclosure Requirements.

There are a number of different exemptions from federal disclosure
requirements depending on the nature of the offering recipients, the
geographic scope of the offering, and the amount of money to be raised.
Comparing these different choices provides some strategic information
to the entrepreneur that can be used to develop a funding strategy. Each
potential federal exemption carries restrictions on the sources of funds
or size of the offering. As the financial needs of the enterprise become
clearer, the particular funding choices narrow.
The insider exemption under Section 4(a)(2). Federal law assumes that a
senior leader in an organization has sufficient access to financial and
business information that the person does not need the protection of the
federal disclosure laws. The federal statute incorporates this exclusion
for any transaction not involving public offering. Through court
interpretation, offers to corporate leadership necessarily do not involve
public offerings. The scope of this exemption, however, may be quite
limited. It does not even extend to all employees, only to those
employees who are in a sufficiently high position to have access to
adequate information on which to base a purchase decision. As a result,
the entrepreneur should use it only for the top leadership.
Section 4(a)(2) of the Securities Act exempts from registration
transactions by an issuer not involving any public offering. …
To qualify for this exemption, which is sometimes referred to as
the “private placement” exemption, the purchasers of the
securities must:
•

either have enough knowledge and experience in finance and
business matters to be “sophisticated investors” (able to
evaluate the risks and merits of the investment), or be able
to bear the investment’s economic risk; and

•

have access to the type of information normally provided in
a prospectus for a registered securities offering.
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In general, public advertising of the offering, and general
solicitation of investors, is incompatible with the private
placement exemption.
The precise limits of the private placement exemption are not
defined by rule. As the number of purchasers increases and their
relationship to the company and its management becomes more
remote, it is more difficult to show that the offering qualifies for
this exemption.3
Intrastate offerings. The next exemption applies to offerings that occur
exclusively within a state. In this situation, the federal law essentially
defers to the state as the primary regulator of the offering. As a result,
the state disclosure and filing requirements are more significant for these
types of offerings.
To be an intrastate offering, the enterprise must be organized in that
particular state and conduct a substantial part of its business there,
meaning it must have a significant presence in terms of operations. The
securities must be offered, sold, and kept in the state of the offering
following the transaction. For small offerings, this may be the easiest way
to avoid federal disclosure requirements.
The intrastate offering exemption does not limit the size of the
offering or the number of purchasers. A company must determine the
residence of each offeree and purchaser. If any of the securities are
offered or sold to even one out-of-state person, the exemption may be
lost. Without the exemption, the company would be in violation of the
Securities Act if the offering does not qualify for another exemption.
Rule 147 is considered a “safe harbor” under Section 3(a)(11),
providing objective standards that a company can rely on to meet
the requirements of that exemption. Rule 147, as amended, has
the following requirements:
•

the company must be organized in the state where it offers
and sells securities

Private placements - Rule 506(b), U.S. SEC. & EXCH. COMM’N,
https://www.sec.gov/smallbusiness/exemptofferings/rule506b (last modified Dec.
4, 2017).
3
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the company must have its “principal place of business” instate and satisfy at least one “doing business” requirement
that demonstrates the in-state nature of the company’s
business

•

offers and sales of securities can only be made to in-state
residents or persons who the company reasonably believes
are in-state residents and

•

the company obtains a written representation from each
purchaser providing the residency of that purchaser

18

Securities purchased in an offering under Rule 147 limit resales
to persons residing within the state of the offering for a period
of six months from the date of the sale by the issuer to the
purchaser. In addition, a company must comply with state
securities laws and regulations in the states in which securities
are offered or sold.
Rule 147A is an intrastate offering exemption adopted by the
Commission in October 2016. Rule 147A is substantially
identical to Rule 147 except that Rule 147A:
•

allows offers to be accessible to out-of-state residents, so
long as sales are only made to in-state residents and

•

permits a company to be incorporated or organized out-ofstate, so long as the company has its “principal place of
business” in-state and satisfies at least one “doing business”
requirement that demonstrates the in-state nature of the
company’s business.4

3.

Regulation D Offerings and Accredited Investors.

The Regulation D offerings are segregated based on the size of the
offering sought. There are separate rules for offerings less than $5
million where the company complies with state securities disclosure laws
(Rule 504), provides a general solicitation which is limited to accredited
investors (Rule 506(c)), or provides a private placement of securities of
any amount of money to an unlimited number of accredited investors
and no more than 35 non-accredited investors (Rule 506(b)). These
4

Id.
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offerings sometimes overlap with other offering exemptions, and the
regulations do not require that the offeror select one set of rules or
another. This serves as something of a safety net for those offers which
fail to meet the technical requirements of one regulation, because they
may still have met the exemption of a different regulation or statutory
provision.
While there is no registration requirement, companies offering
securities under Regulation D must still file a simple Form D to provide
certain information publicly, such as the names and addresses of the
company’s promoters, executive officers, and directors as well as basic
details about the offering.
All of these exemptions are available for securities issued by the
enterprise, not the purchasers of the enterprise. The entrepreneur cannot
sell his own interests using these rules; only the business itself can use
these exemptions. As the amount of money increases, the amount of
information which must be disclosed also increases.
One of the more important definitions for these offerings are the
“accredited investors,” because there is no numerical limit on the
number of accredited investors under federal law for offerings under
Rule 506. Rule 401 provides the following definition for accredited
investors of natural persons (as opposed to business entities of various
types):
•

Any director, executive officer, or general partner of the
issuer of the securities being offered or sold, or any director,
executive officer, or general partner of a general partner of
that issuer;

•

Any natural person whose individual net worth, or joint net
worth with that person’s spouse, at the time of his purchase
exceeds $1,000,000, excluding the net value of the person’s
primary residence;
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Any natural person who had an individual income in excess
of $200,000 in each of the two most recent years or joint
income with that person’s spouse in excess of $300,000 in
each of those years and has a reasonable expectation of
reaching the same income level in the current year.5

Another group of exemptions apply under Reg. D. These have also
been expanded to make access to capital easier. Under rule 504, a
company may raise up to $5 million in a 12-month period. There is a
form that must be filed to comply with this rule, but it a simple disclosure
form rather than the much more expansive public disclosure document.
In raising the funds that can be raised under this exemption to $5 million
from the previous $1 million limit, the SEC also repealed rule 505, which
had restricted the securities being sold to accredited investors plus no
more than 35 non-accredited but sophisticated investors.
For Rule 506 offerings, an unlimited number of accredited investors
can participate. In addition, the issuer can offer up to 35 sophisticated
investors as well. The rule provides that “[e]ach purchaser who is not an
accredited investor either alone or with his purchaser representative(s)
has such knowledge and experience in financial and business matters that
he is capable of evaluating the merits and risks of the prospective
investment, or the issuer reasonably believes immediately prior to
making any sale that such purchaser comes within this description.”6
Under Rule 506(b), a business can sell to an unlimited number of
accredited investors and up to 35 other persons while raising an
unlimited amount of money. There are a number of additional
restrictions:
•

The issuer can make no general solicitation or advertising to
market the securities.

•

The securities may not be sold to more than 35 nonaccredited investors (all non-accredited investors, either
alone or with a purchaser representative, must meet the legal
standard of having sufficient knowledge and experience in

5
Office of Inv’r Educ. & Advocacy, Accredited Investors, U.S. SEC. & EXCH.
COMM’N, http://www.sec.gov/answers/accred.htm (last modified Nov. 27, 2017).
6

17 C.F.R. § 230.506(b)(2)(ii) (West 2017).
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financial and business matters to be capable of evaluating the
merits and risks of the prospective investment).
•

If non-accredited investors are participating in the offering,
the company conducting the offering (i) must give any nonaccredited investors disclosure documents that generally
contain the same type of information as provided in
registered offerings (the company is not required to provide
specified disclosure documents to accredited investors, but,
if it does provide information to accredited investors, it must
also make this information available to the non-accredited
investors as well); (ii) must give any non-accredited investors
financial statement information specified in Rule 506; and
(iii) should be available to answer questions from prospective
purchasers who are non-accredited investors.

•

The issuer must inform the purchasers in a Rule 506(b)
offering receive “restricted securities.”7

Through the use of a Private Placement Memorandum, the offeror
can raise funds by disclosing sufficient information about the business,
the use of proceeds of the offer, and the risks associated with the offer.
While these disclosures are more detailed than the information provided
in the business plan, they are far less complex than public registration
documents.

4.

Regulation A and A+.

In 2015, the SEC expanded the ability to complete mid-sized public
offerings under Regulation A, substantially revising the potential for
access to public securities markets for companies. Under the revised
Regulation A and A+ rules, companies can issue up to $50,000,000 in a
twelve-month period. There are restrictions regarding the issuer’s
eligibility and requirements for both disclosures and ongoing reporting.
As such, this is a category of public offering that is less expensive and

Office of Inv’r Educ. & Advocacy, Private placements - Rule 506(b), U.S. SEC. &
EXCH. COMM’N,
7

https://www.sec.gov/smallbusiness/exemptofferings/rule506b (last modified
Dec. 4, 2017).
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extensive than a full S-1 registration but still takes considerably more
time and effort than a private placement offering under Regulation D.
Tier 1 offerings are limited to $20,000,000 while Tier 2 offerings are
limited to $50,000,000. Both allow a portion of the issuance to be from
affiliated security-holders, enabling the early investors to sell their
interests at the time of the issuance. Issuers are able to provide the SEC
drafts of the offering documents for non-public review and to solicit
offers. Tier 1 offerings, with their more limited disclosure, will typically
be required to be filed with the states in those states where the securities
are issued.
Tier 2 offerings have more restrictive federal obligations including
qualification, but as a result, these should exempt the offeror from
needing state qualification. “The offering circular will contain important
information such as information about the offering and the securities
offered, risks of the investment, use of proceeds, any selling
shareholders, the company’s business, management, performance, plans
and financial statements. Financial statements disclosed in a Tier 2
offering have to be audited by an independent accountant.”8
One other distinction applies to non-accredited investors. While
non-accredited investors are not limited under the Tier 1 offerings, for
the Tier 2 offerings, individual investors can invest no more than 10%
of the annual incomes or total net worth of the investor and the
investor’s spouse (exclusive of the primary residence).
If a business intends to issue securities that will be offered and are
purchased exclusively within a single state, then the federal law provides
exemptions from registration for that offering. To meet this exemption,
the issuing organization must operate carefully to meet all the regulatory
definitions and assure that all stock will only be issued to residents
residing entirely in the same state as the issuing entity. Under rule 147A,
there is even some flexibility in this requirement, permitting the company
to be organized outside the jurisdiction, such as Delaware, but otherwise
still sell stock to the residents of the state where the business primarily
operated.

Investor Bulletin: Regulation A, U.S. SEC. & EXCH. COMM’N (July 8, 2015),
https://www.sec.gov/oiea/investor-alerts-bulletins/ib_regulationa.html.
8
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A second federal exemption is available to an offering limited to the
senior leadership of the issuing entity. This exemption recognizes that
the people receiving the stock are all in a position to know the company
well and evaluate it based on their roles and responsibilities. (It is the
basis for the example of the so-called founder’s exemption discussed
previously.) Merely having a senior title is insufficient. Each individual
must be personally involved in the operations of the company for this
exemption to be available.

5.

Crowd Financing Using Securities and SAFE
Investment Products.

When the start-up community clamored for crowdfunding to be
added to federal securities exemptions, the SEC was highly reluctant to
comply. There were concerns that the lack of sophistication of the
purchasers could lead to substantial fraud and the naïveté of the offerors
would result in a very high-risk market for investors ill-prepared for such
a market. Despite the concerns, Congress bowed to the public pressure,
adding securities-based crowdfunding to the 2012 JOBS Act. To
distinguish between traditional crowdfunding, which is conducted
through donations, or the pre-sale of goods and services, the use of these
securities should properly be labeled crowd financing.
The resulting exemption is much less helpful than the changes to
Regulation A and Regulation D. Nonetheless, crowd financing does
provide an alternative for small offerings. The issuer may raise up to
$1.07 million (adjusted annually for inflation) in a twelve-month period,
across all crowdfunding platforms. To retain the funds, the issuer must
meet the stated minimum goal, but there is ample room for an issuer to
set a low minimum and accept funds above that amount, if the structure
is fully disclosed. There is also a one-year holding period for the
purchasers of the securities, but these securities are also likely not to have
significant secondary markets.
The limitations on the investors are much more stringent than other
offerings and do not exempt accredited investors. As a result, funding
through accredited investors may be better using Regulation D or
another exemption. To participate in a crowdfunding securities offering,
the issuer must offer the securities through an SEC-registered brokerdealer or an SEC-registered funding portal, which typically charge 5%
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commission for the transaction. At the time of this writing, FINRA, the
leading national securities association, lists 41 portals that it regulates.
Investors through crowd financing platforms have significant
limitations on the amount they can invest during any twelve-month
period, covering all offers.
•

If either of an investor’s annual income or net worth is less
than $107,000, then the investor’s investment limit is the
greater of $2,200 or 5% of the lesser of the investor’s annual
income or the investor’s net worth.

•

If both annual income and net worth are equal to or more
than $107,000, then the investor’s limit is 10% of the lesser
of their annual income or net worth.

•

During the 12-month period, the aggregate amount of
securities sold to an investor through all Regulation
Crowdfunding offerings may not exceed $107,000,
regardless of the investor’s annual income or net worth.

•

Spouses are allowed to calculate their net worth and annual
income jointly.9

There are many other reporting requirements and restrictions on
sales. The regulations are not intended to encourage usage, and the
impact has been exceedingly modest. In the early period of
crowdfunding studied, the level of success was not significant.
In a preliminary report tracking the offering in 2016, only 28
offerings reported success out of 163 unique offerings. Since this was
relatively early after the portals began offerings, some of the offerings
were still open and had not yet reported success or failure. Of these, the

9
Regulation Crowdfunding: A Small Entity Compliance Guide for Issuers (reformatted),
U.S. SEC. EXCH. COMM’N,
https://www.sec.gov/info/smallbus/secg/rccomplianceguide-051316.htm (last
modified Apr. 5, 2017).
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median raised was $53,000 and mean raised was $110,000, suggesting a
very few highly valuable issuances among the 28 successful offers.10

6.

Disclosure Documentation Through the Private
Placement Memorandum.

As used for Rule 506 sales of securities, the Private Placement
Memorandum (PPM) sets forth the nature of the company, the offering,
the use of the funds, the risks associated with the investment, and
financial information regarding the transaction. Generally speaking,
entrepreneurs do not like the PPM because, unlike the business plan, it
is often rather pessimistic. Whereas the risk discussion in the business
plan focuses on the risks that the business can anticipate, the PPM is a
giant warning label to be affixed to the securities, telling investors as
many things as the lawyers can imagine that could ruin the investment.
Like product warning labels, the disclosures are designed to protect
the business by showing that the investor had been told of every
eventuality. As such, they are very useful documents even when state and
federal securities laws do not require the disclosure, because the PPM
puts the potential investor on notice in writing. Since smart investors
know these risks anyway, the document helps inoculate the relationship
for problems that might emerge later.
The table of contents for a PPM may look something like the
following:
•

Investment Summary

•

Special Note Regarding Forward-Looking Statements
(warning that any statements regarding the future are
speculative and should not be relied upon)

•

Use of Proceeds (describing how the funds will be spent)

•

Business

•

Management

Vladimir Ivanov & Anzhela Knyazeva, U.S. securities-based crowdfunding under
Title III of the JOBS Act 5–6 (Feb. 28, 2017), available at
https://www.sec.gov/dera/staff-papers/white-papers/RegCF_WhitePaper.pdf.
10
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•

Risk Factors

•

Conflicts of Interest

•

Fiduciary Duty of Management

•

Management Compensation

•

Federal Tax Aspects

•

ERISA Considerations

•

Terms of the Placement

•

Plan of Distribution

•

Allocations and Distributions

•

Summary of Certain Provisions of the Company’s Limited
Liability Company Agreement

•

Reports to LLC Members
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The most important aspect of the PPM is providing up-to-date,
accurate information regarding the business and the risks associated with
the business. While the commitment to provide accurate and honest
information is one that most entrepreneurs would welcome, the need to
keep the information accurate often means regular updating of the
information provided to potential investors of any changes in the
business information throughout the lifespan of the offering.
Specific provisions set the time frame of the offering, the minimum
and maximum amount of money sought during the offering, and how
that money will be used. Changes to the PPM must be provided to all
the recipients of the PPM, and if significant changes occur before the
offering is closed, there may be an obligation to permit those who
received older and now inaccurate information to choose to remain or
withdraw. This is particularly true if an offer originally made only to
accredited investors has been expanded to include sophisticated
investors, meaning the PPM would have to be re-drafted to comply with
Rule 506.
The PPM is closely linked with the Operating Agreement of the
LLC. Each of the Operating Agreement provisions in the LLC limiting
the authority of the members’ voting rights and financial returns should
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be described in the PPM. This assures that the members have sufficient
notice of all the material facts affecting the value of their potential
purchase. Simply attaching the LLC Operating Agreement may not be
sufficient, so the PPM serves to summarize the Operating Agreement
provisions. Similarly, any provisions that give managers the authority to
conduct business and the ability to enter into transactions with the
enterprise should be disclosed in the PPM in addition to being
authorized in the Operating Agreement.
Although the PPM is a complex legal document, the text regarding
the business, the management, and the use of proceeds should begin
with the entrepreneur. The lawyers will add to that language and assist
with the disclosure of information, but the entrepreneur is responsible
for describing the business and the use of the proceeds. The
entrepreneur and the senior business leadership are all responsible for
the accuracy of any statements made to potential investors on behalf of
the enterprise, so they must be diligent in policing the accuracy of the
statements.
D.

Founders’ Agreements and Other Significant
Start-up Agreements.

1.

Founders’ Agreements.

Founders’ agreements are akin to antenuptial agreements among the
betrothed. The partners to a new business enterprise join the business
with great ambitions, hope for professional bliss, and denial of the many
conflicts that may be lurking just below the surface. The founding
participants in a business often want to avoid these conflicts by hoping
that success will make the problems fade into the background, but
invariably, the tensions of the start-up process will exacerbate the
tensions and often doom the business.
To avoid this, the parties need a founders’ agreement to establish key
issues that will help define the terms of the LLC’s Operating Agreement
and create the roadmap for the emerging company. Founders should not
rely on the founders’ agreement too long, since it has the legal potential
to become a general partnership agreement—even if it expressly
disclaims this relationship.
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Each founders’ agreement will be tailored to the particular
transaction, but most will cover the following key items:
Name of Enterprise—although the initial business name does not
necessarily have much to do with the business success, it is often
the topic most discussed by the parties. The name may not be
the tradename later selected. After all, Subway is owned and
franchised by Doctor’s Associates Inc.
Mission, Vision, and Executive Summary of Business Plan—the
founders should be able to commit to the business plan. Since
many of the projections and details of the business plan will
evolve over time, incorporating an understanding and
commitment to the mission, vision, and executive summary
should provide enough of a common commitment to the
business to align the founders without bogging them down in
details.
Roles and Responsibilities of Each Founder—founders are generally
personally involved in the start-up process for the company.
Frustrations quickly develop among founders if one or another
is not carrying the person’s weight. Having the duties specified
will make this process much easier for the parties to understand
and meet their obligations.
Ownership, Contribution, and Vesting—founders tend to get
preferential treatment in the ownership of the company (at least
until venture capital is raised and the ownership is restructured).
These expectations must be spelled out very clearly for each
founder, including the obligation to contribute cash, contribute
sweat-equity, contribute intellectual property assets, or other
contributions, the percentage of founders’ interest each will
receive, and the schedule to receive that amount. Particularly if
sweat equity is being used by a founder to buy in, the vesting of
interest should occur over time, as the work is completed.
Exclusivity and Non-Competition Expectations—as founders, there is
usually no money yet. Unless all the parties are spending 100%
of their time on the business, the founders may still be working
at their day jobs. Particularly if there are aspects of the day jobs
that may compete with the start-up, the level of exclusivity and
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the expectations regarding the current positions must be
specified.
Interim Authority—although the company is likely not yet formed,
the agreement should specify who can act on behalf of the
business to be formed and how decision making is likely to be
conducted. These provisions will likely become the same or
similar as those in the Operating Agreement, once it is complete.
Intellectual Property Contributions and Retention—the intellectual
property needed to found the company may predate the
company as assets created and owned by individual founders.
The contribution must be specified, as mentioned earlier, but
there must also be an express understanding about maintaining
the intellectual property and owning the rights in the event that
the business is not formed, or it fails. These reversionary rights
may be very valuable, and an understanding of the consequence
of failure is important to all the participants. Like other
provisions, these clauses should translate directly into the
Operating Agreement, subject to any necessary modification
caused by the difference in funding of the formed LLC.
Term and Termination—the founders’ agreement should be a
relatively short-lived agreement that is incorporated into the
LLC. If the founders’ agreement lingers too long, the
relationship can readily be understood to be a general
partnership, which should be avoided if possible. The founders
should give themselves a reasonable but short period to either
form the LLC or move on. The document should make clear
what happens if the LLC is not formed or if the agreement is
terminated for any other reasons.
These are not difficult provisions to understand, but they force the
founders to address the key concerns regarding the enterprise. The
outline should enable the founders to understand the goals and
operations of the business. Together with the business plan, the
agreement to sign a binding contract on these terms will help solidify the
expectations of the participants and help assure that the enterprise is off
to a strong start.
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Other Planning Documents.

As discussed in the chapters on intellectual property, the enterprise
should insist on confidentiality agreements before disclosing any
information regarding the business that could be part of its unique
strategy or trade secrets. The confidentiality agreement (also known as a
nondisclosure agreement or NDA) provided in Appendix B provides a
template for the agreement. The template serves to protect discussion
about the developing start-up with potential employees, investors, and
others who need to know the details of the unique assets of the company.
Employment agreements should include confidentiality provisions
and grant the business the necessary publicity rights to incorporate the
identity information of the founders in the company’s materials. This
information is used heavily in the business plan, PPM, and other public
documents. While it is generally assumed that the company has the right
to describe its employees in an accurate manner, the contractual
provisions assist in this and allow the enterprise to use this information
in marketing materials as well.
License agreements, leases, and any other significant commercial
agreements should be available to the potential investors, either as
appendices to the business plan and PPM, or upon request. The
existence of these agreements and the terms of these agreements may
provide a great deal of legitimacy to a start-up company, so they should
be made available to educate and support the decisions of the investors.
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